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THE LOTTERY VS. AUCTION CONUNDRUM: A SIMPLE ANSWER FOR PCS LAGENSING mcanonsco
. ] ) QFFICE OF THE SECRETARY

As the Federal Communications Commission moves closer to the adoption of rules to

govern Personal Communications Services (“PCS”) licensing, the debate over the use of

spectrum auctions has intensified. As Chairman Edward J. Markey made clear in his opening

statement at the April 22, 1993 hearing of the House of Representatives Subcommittee on

Telecommunications and Finance, the goals in structuring a licensing system must be to provide

the Administration with much-needed revenue and to end the abuses that have tarnished the

current lottery system, while still preserving an opportunity for innovative entrepreneurs to

participate in the wireless communications industry. Express Communications, Inc. (“Express”)

has a suggestion as to how those oft-conflicting goals can be achieved.

A political consensus is developing that any auction system will have to be crafted to
permit payments out of revenues so as not to foreclose small entrepreneurs from participation
in the PCS industry. However, permitting entities to bid at auction with future revenues raises

two fundamental problems.

First, how will the government determine which bidders are financially qualified to
construct and operate PCS systems? In a traditional auction, financial qualification is deemed
unnecessary because of the need to make a substantial immediate payment. When the bid
amount can be paid out of future revenues, however, something more is needed to assure that
the winning bidder can develop its proposed system and is not engaged in speculation.

Second, what will the government do if the winning bidder promises to pay more than
system revenues ultimately can support? The risk of overbidding is particularly great with
respect to a revolutionary new service like PCS. In all likelihood, at the time of initial auctions
no one will have a firm idea of what PCS will be, much less what a PCS system will cost to
develop and what revenues it can anticipate. Even those acting in good faith will presumably
have differing views of the vaiue of a PCS license. As the Congressional Budget Office has
recognized, “[i]n the presence of uncertainty, theory indicates that, on average, the winning bid
will also be 700 high.” ¥ What will the government do when a winning bidder ultimately finds
itself unable to pay the promised share of revemues because its projections were overly
optimistic? In all fairness to those who made more realistic bids, the government cannot reduce
the amount to be paid by the winning bidder. Indeed, if the government even suggests that it
might permit winning bidders to renege on their obligations, it will open the floodgates for
unrealistically high bids. Yet, the public will hardly be served if PCS systems are forced out
of business by payments due the government.

Based on the comments submitted in Gen. Docket No. 90-314 and the developing political
consensus regarding the need to assure small entrepreneurial participation, Express has a
solution. To award licenses, utilize a lottery system that assures even the smallest entity the
opportunity to participate. To avoid the lottery abuses of the past, (1) require rapid system

V" Congressional Budget Office, “Auctioning Radio Spectrum Licenses,” at 45 (Mar.
1992).



construction, ¥ (2) ban system sales until construction is well under way, ¥ and most importantly
(3) require applicants to post a performance bond. To raise revenues, require PCS licensees to
pay a fixed percentage of gross revenues as a spectrum user fee, with the precise percentage to
be determined by the FCC.

The primary benefits of Express’ proposal are three.

1. The requirement of rapid system construction and a ban on sales until construction
is substantially complete deters speculation, assures prompt service to the public, and
guarantees that the government earns user fees quickly.

2. While the lottery system will be open to all, the requirement of a performance bond
forces every applicant to demonstrate its bona fides. Express and others have previously
proposed a variety of mechanisms for reforming the lottery system to deter speculation.
The flaw in those proposals, however, is that they have required the FCC to make
subjective judgements regarding the qualifications of each applicant. For example, many
have proposed that applicants submit a business plan. Yet, anyone can prepare a business
plan; what counts is whether the plan is realistic and can be implemented. Those will be
difficult judgements for the FCC to make. The performance bond requirement effectively
shifts that task to sureties, who will have a tremendous financial incentive to make certain
that applicants are qualified and can develop the PCS systems they apply for. Sureties
will either scrutinize the business and technical qualifications of their applicants, or will
pay a heavy price. Speculators will be unable to meet the performance bond
requirement, and will fall by the wayside. While the use of performance bonds may
seem complex, there are extensive regulations in Part 28 of the Federal Acquisition
Regulations System, 48 C.F.R. §28.000 ef seq. that address virtually every issue that
can arise regarding the use of performance bonds. A copy of the relevant portions of
Part 28 is attached for convenience.

3. The government will realize substantial revenue from the user fee. Yet, if it ever
turns out that the success of PCS in the marketplace is jeopardized because the FCC
initially set the user fee too high, the fee can be adjusted in an equitable manner. While
Express does not suggest that fees should be adjusted to accommodate the poor
performance of any one company, an adjustment applicable to all similarly situated
licensees would be appropriate if the FCC misjudged either the cost of providing PCS or
marketplace demand in establishing its initial fees. Since the fees will be set by the FCC
in the first instance, and not as a result of bidding, losing applicants would have no
grounds for objection should the fee structure later be adjusted.

¥ Specifically, Express suggests that a PCS licensee be required to serve 20% of the area
or population of its service area after one year, 50% after two years and 90% after three

years.

¥ No system sale should be permitted until 90% of the area or population of the service
area is served.
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Subpart 27.5—{Reserved]

27 .6—Fereign License and
Technical Assistance Agreements

27.601 General.

Agencies shall provide all necessary
rules and regulations as are required
for the proper application of the laws
and policies of the U.S. Government

regarding—

(a) Elimination in agreements be-
tween domestic concerns and foreign
governments or foreign concerns of
charges for the use of patents in
which the U.S. Government has & roy-
alty-free license or of charges in agree-
ments for the use of data that the U.8S.
Government has a right to use and
disclose to others, that is in the public
domain, or that was acquired by the
U.S. Government with the unrestrict-
ed right to use, duplicate, or disclose
and to have or permit others to do so;

(b) Foreign license and technical as-
sistance agreements between the U.S.

Government and United States domes-.

tic concerns;

(¢) Guidance on negotiating contract
prices and terms concerning patents
and data, including royalties, in con-
tracts between the U.S. Government
and a foreign government or foreign
concern; and

(d) Regulations and guidance on
controls on the exportation of data re-
lating to certain designated items,
such as arms or munitions of war, and
guidance on reviews of agreements in-
IV&IV)NM such data (see 22 CFR part

PART 28—BONDS AND INSURANCE

Sec.
28.000 Scope of part,
28.001 Definitions.

Subpert 28.1—Bonds

28.100 Scope of subpart.

28.101 Bid guarantee.

28.101-1 Policy on use.

28.101-2 Amount required.

28.101-3 Contract clause.

28.101-4 Noncompliance with bid guaran-
tee requirements.

28.102 Performance and payment bonds
for construction contracts.

28.102-1 Genenl.

48 CFR Ch. 1 (10-1-92 Edition)

Sec.
28.102-2 Amount required.

28.102-3 Solicitation requirements.

28.103 Performance and payment bonds
for other than construction contracts.

28.103-1 General.

28.103-2 Performance bonds.

28.103-3 Payment bonds.

28.104 Annual performance bonds.

28.105 Other types of bonds.

28.105-1 Advance payment bonds.

28.105-2 Patent infringement bonds.

28.106 Administration.

28.108-1 Bonds and bond related forms,

28.106-2 Substitution of surety bonds.

28.106-3 Additional bond.

28.106-4 Contract clause.

28.106-5 Consent of surety.

28.106-8 PFurnishing information.

28.106-7 Withholding contract payments.

Subpert 28.2—Sureties

28.200 Scope of subpart.

28.201 Requirements for sureties.

28.902 Acceptability of corporate sureties.

28.203 Acceptability of individual sureties.

28.203-1 BSecurity interests by an individual
surety.

28.203-2 Acceptability of assets.

28.203-3 Acceptance of real property.

28.203-4 Substitution of assets.

28.203-5 Release of lien.

28.203-6 Contract clause.

" 28.203-7 Exclusion of individual sureties.

28.204¢ Options in lieu of sureties.

28.204-1 United States bonds or notes.

28.204-2 Certified or cashiers checks, bank
drafts, money orders, or currency.

Subpert 28.3—insurence

28.301 Policy.

28.302 Notice of uncell:tion or change.

20.303 Insurance against loss of or damage
to Government property.

28.304¢ Risk-pooling arrangements.

28.308 Overseas workers’ compensation
and war-hasard insurance.

23.306 Insurance under fixed-price con-
tracts.

28.307 Insurance under cost-reimburse-
ment contracts.

23.307-1 Group insurance plans.

28.307-2 Liability.

25.308 Self-insurance.

38.3090 Contract clauses for workers’ com-
pensation insurance.

28.310 Contract clause for work on a Gov-
ernment inatallation.

28.311 S8olicitation provision and contract
clause on liability insurance under cost-
reimbursement contracts.

28.311-1 Solicitation provision.

28.311-2 Contract clause.
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Sec.

28.311-3 Agency solicitation provisions and
contract clauses.

28.312 Contract clause for insurance of
leased motor vehicles.

28.313 Contract clauses for insurance of
transportation or transportation-related
services.

AUTHORITY: 40 U.S.C. 4868(¢); 10 US.C.
Chapter 137; and 42 U.S.C. 2473(c).

Sounce: 48 FR 42288, Sept. 19, 1983,
unless otherwise noted.

28.000 Scope of part.

This part prescribes requirements
for obtaining  financial protection
against damages under sesled bid and
negotiated contracts. It covers bid
guarantees, bonds, sureties, and insur-
ance. The terms bid and bdidders in-
clude proposal and offerors.

{48 FR 42288, Sept. 19, 1983, as amended at
gg l;';! 1743, Jan. 11, 1985; 50 FR 52429, Dec.
., 1985)

28.001 Deflinitions.

Attorney-in-fact, as used in this part,
means an agent, independent agent,
underwriter, or any other company or
individual holding a power of attorney
granted by a surety (see also power of
attorney). .

Bid guarantee means a form of secu-
rity assuring that the bidder (a) will
not withdraw a bid within the period
specified for acceptance and (b) will
execute a written contract and furnish
required bonds, including any neces-
sary coinsurance or reinsurance agree-
ments, within the time specified in the
bid, unless a longer time is allowed,
after receipt of the specified forms.

Bond means a written instrument
executed by a bidder or contractor
(the principal), and a second party
(the surety or surefies), to assure ful-
fillment of the principal’s obligations
to a third party (the obligee or Gov-
ernment), identified in the bond. If
the principal’s obligations are not met,
the bond assures payment, to the
extent stipulated, of any loss sustained
by the obligee. The types of bonds and
related documents are as follows:

(a) An advance psyment bond se-
cures fulfillment of the contractor’s
obligations under an advance payment
provision.

28.001

(b) An annual bid bond is a single
bond furnished by a bidder, in lieu of
separate bid bonds, which secures all
bids (on other than construction con-
tracts) requiring bonds submitted
during a specific Government fiscal
year.

(¢) An annual performance bond is a
single bond furnished by a contractor,
in lieu of separate performance bonds,
to secure fulfillment of the contrac-
tor's obligations under contracts
(other than construction contracts) re-
quiring bonds entered into during a
specific Government fiscal year.

(d) A patent infringement bond se-
cures fulfillment of the contractor’s
obligations under a patent provision.

(e) A payment bond assures pay-
ments as required by law to all persons
supplying labor or material in the
prosecution of the work provided for
in the contract.

(f) A performance bond secures per-
formance and fulfillment of the con-
tractor's obligations under the con-
tract.

Consent of surety means an acknowl-
edgment by a surety that its bond
given in connection with a contract
continues to apply to the contract as
modified. ,

Insurance, as used in this part,
means a contract which provides that
for a stipulated consideration, one
party undertakes to indemnify -an-
other againat loss, damage, or liability
arising from an unknown or contin-
gent event.

Penal sum or penal amount means
the amount of money specified in a
bond (or a percentage of the bid price
in a bid bond) as the maximum pay-
ment for which the surety is obligated.

Power of attorney, as used in this
part, means the authority given one
person or corporation to act for and
obligate another, as specified in the in-
strument creating the power; in corpo-
rate suretyship, an instrument under
seal which appoints an attorney-in-
fact to act in behalf of a surety compa-
ny in signing bonds (see also alforney-
in-fact).

Reinsurance means a transaction
which provides that a surety, for a
consideration, agrees to indemnify an-
other surety against loss which the
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latter may sustain under a bond which
it has issued.

Surety means an individual or corpo-
ration legally liable for the debt, de-
fauilt, or failure of a principal to satis-
fy a contractual obligation. The types
of sureties referred to are as follows:

(a) An individual surety is one
person, as distinguished from a busi-
ness entity, who is liable for the entire
penal amount of the bond. .

(b) A corporate surety is licensed
under various insurance Ilaws and,
under its charter, has legal power to
act as surety for others.

(c) A cosurety is one of two or more
sureties that are jointly liable for the
penal sum of the bond. A limit of li-
ability for each surety may be stated.

Subpart 28.1—Bonds

28.100 Scope of subpart.

This subpart prescribes require-
ments and procedures for the use of
bonds and all types of bid guarantees.

28.101 Bid guarantees. :

28.101-1 Policy on use.

(a) A contracting officer shall not re-
quire a bid guarantee unless a per-
formance bond or a performance and

- payment bond is also required (see
28.102 and 28.103). Except as provided
in paragraph (c¢) of this subsection, bid
guarantees shall be required whenever
a performance bond or a performance
and payment bond is required.

(b) All types of bid guarantees are
acceptable for supply or service con-
tracts (see annual bid bonds and
annual performance bonds coverage in
28.001). Only separate bid guarantees
are acceptable in connection with con-
struction contracts. Agencies may
specify that only separate bid bonds
are acceptable in connection with con-
struction contracts.

(¢) The chief of the contracting
office may waive the requirement to
obtain a bid guarantee when a per-
formance bond or a performance and
pPayment bond is required if it is deter-
mined that a bid guarantee is not in
the best interest of the Government

48 CFR Ch. 1 (10-1-92 Edition)

Class waivers may be authorized by
the agency head or designee.

(48 FR 42288, Sept. 19, 1983, as amended at
51 FR 2665, Jan. 17, 1986; 52 FR 19803, May
27, 1987; 52 FR 30078, Aug. 12, 1987; 54 FR
34755, Aug. 21, 1989)

28.101-2 Amount required.

The contracting officer shall deter-
mine a bid guarantee amount that is
adequate to protect the Government
from loss should the successful bidder
fail to execute further contractual
documents and bonds as required. The
bid guarantee amount shall be at least
20 percent of the bid price but shall
not exceed $3 million. When the penal
sum is expressed as a percentage, a
maximum dollar limitation may be
stated.

28.101-3 Contract clause.

(a) When a bid guarantee is re-
quired, the solicitation shall contain a
statement to that effect, and provide
sufficient details for bidders to deter-
mine the amount of the bid guarantee.

(b) The contracting officer shall
insert the clause at 52.228-1, Bid
Guarantee, in solicitations and con-
tracts that contain a requirement for 8
bid guarantee. A clause substantially
the same as this may be used for nego-
tiated contracts. This clause may be
appropriately modified for use in con-
nection with construction solicitations
and contracts when the agency has
specified that only separate bid bonds
are acceptable in accordance with
28.101-1(h),

(48 FR 432286, Sept. 19, 1983, as amended at
52 FR 19803, May 27, 1987]

28.101-4 Noncompliance with bid guaran-
tee requirements.

(a) In sealed bidding, noncompliance
with a solicitation requirement forh:
bid guarantee requires rejection of tt)ed
bid, except in the situations descrli <
in paragraph (c¢) of this subsectio

when the noncompliance sh
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amount adequate to protect suppliers
of labor and material.

28.104 Annual performance bonds.

(a) Annual performance bonds only
apply to non-construction contracts.
They shall provide a gross penal sum
applicable to the total amount of all
covered contracts.

(b) When the penal sums obligated
by contracts are approximately equal
to or exceed the penal sum of the
annual performance bond, an addi-
tional bond will be required to cover
additional contracts.

28.105 Other types of bonds.

The head of the contracting activity
may approve using other types of
bonds in connection with acquiring
particular supplies or- services. These
types include advance payment bonds
and patent infringement bonds.

28.105-1 Advance payment bonds.

Advance payment bonds may be re-
quired only when the contract con-
tains an advance payment provision
and a performance bond is not fur-
nished. The contracting officer shall
determine the amount of the advance
payment bond necessary to protect
the Government.

28.105-2 Patent infringement bonds.

(a) Contracts providing for patent
indemnity may require these bonds
only if—

(1) A performance bond is not fur-
nished; and

(2) The financial responsibility of
:{:le contractor is unknown or doubt-

(b) The contracting officer shall de-
termine the penal sum.

28.106 Administration.

28.106-1 Bonds and bond related forms.

The following Standard Forms
(8F's) and Optional Forms (OF's)
shown in 53.301 and 53.302 shall be

‘ used, except in foreign countries,

18 r .

28.106-3

(b) SF 25, Performance Bond (see
28.102-1 and 28.106-3(b)).

(c) SF 25-A, Payment Bond (see
28.103-3 and 28.106-3(b)).

(d) SF 25-B, Continuation Sheet (for
SF’s 24, 25, and 25-A).

(e) SF 28, Affidavit of Individual
Surety (see 28.203).

(f) SF 34, Annual Bid Bond (see
28.001).

(g) SF 35, Annual Performance Bond
(see 28.104).

(h) SF 273, Reinsurance Agreement
for a Miller Act Performance Bond
(see 28.202(a)(4)).

(i) SF 274, Reinsurance Agreement
for a Miller Act Payment Bond (see
28.202(a ) 4)).

(j) SF 275, Reinsurance Agreement
in Favor of the United States (see
28.202(a X 4)).

(k) SF 1414, Consent of Surety (see
28.106-5).

(1) SF 1415, Consent of Surety and
Increase of Penalty (see 28.106-3).

(m) SF 1416, Payment Bond for
Other Than Construction Contracts
(see 28.103-3).

(n) OF 90, Release of Lien on Real
Property (see 28.203-5).

(o) OF 91, Release of Personal Prop-
erty from Escrow (see 28.203-5).

{48 FR 42286, Sept. 19, 1983, as amended at
54 FR 48986, Nov. 28, 19891

28.106-2 Substitution of surety bonds.

(a) A new surety bond covering all or
part of the obligations on a bond pre-
viously approved may be substituted
for the original bond if approved by
the head of the contracting activity.

(b) When a new surety bond is ap-
proved, the contracting officer shall
notify the principal and surety of the
original bond of the effective date of
the new bond.

28.108-3 Additional bond.

(a) When additional bond coverage
is required and is furnished in whole
or in part by the original surety or
sureties, agencies shall use Standard

—-—_ W 1




28.106-4

(b) When additional coverage is fur-
nished in whole or in part by a new
surety, agencies shall use Standard
Form 28, Performance Bond or Stand-
ard Form 25-A, Payment Bond.

{48 F'R 42286, Sept. 19, 1983, as amended at
53 FR 43391, Oct. 26, 1988]

28.106-4 Contract clause.

The contracting officer shall insert
the clause at 52.228-2, Additional
Bond Security, in solicitations and
contracts when bonds are required.

28.108-5 Consent of surety.

(a) When any contract is modified,
the contracting officer shall obtain
the consent of surety if—

(1) An additional bond is obtained
from other than the original surety;

(2) No additional bond is required
and— )

(i) The modification is for new work
beyond the scope of the original con-
tract; or

(i) The modification does not
change the contract scope but changes
the contract price (upward or down-
ward) by more than 25 percent or
$50,000; or

(3) Consent of surety is required for
:2 novation agreement (See subpart

.12).

(b) Agencies shall use Standard
Form 1414, Consent of Surety, for all
types of contracts.

28.106~-6 Furnishing information.

(a) The surety on the bond, upon its
written request, may be furnished in-
formation on the progress of the work,
payments, and the estimated percent-
age of completion, concerning the con-
tract for which the bond was fur-
nished.

(b) When a payment bond has been
provided, the contracting officer shall,
upon request, furnish the name and
address of the surety or sureties to
any subcontractor or supplier who has
furnished or been requested to furnish
labor or material for the contract. In
addition, general information concern-
ing the work progress, payments, and
the estimated percentage of comple-
tion may be furnished to persons who
have provided labor or materials and
have not been paid.

48 CFR Ch. 1 (10-1-92 Bdition)

(c) When a payment bond has been
provided for a contract, the head of
the agency or designee shall furnish a
certified copy of the bond and the con-
tract for which it was given to any
person who makes a request therefor
and who furnishes an affidavit that
the requestor has supplied labor or
materials for such work and payment
therefor has not been made or that
the requestor is being sued on such
bond. The person who makes the re-
quest shall be required to pay such
costs of preparation as determined by
the head of the agency or designee to
be reasonable and appropriate (see 40
U.8.C. 270(c)).

(48 FR 42286, Bept. 19, 1983, as amended at
50 FR 206903, June 28, 1985)

28.108-7 Withholding contract payments.

(a) During contract performance,
agencies shall not withhold payments
due contractors or assignees because
subcontractors or suppliers have not
been paid.

(b) If, after completion of the con-
tract work, the Government receives
written notice from the surety regard-
ing the contractor’s failure to meet its
obligation to its subcontractors or sup-
pliers, the contracting officer shall
withhold final payment. However, the
surety must agree to hold the Govern-
ment harmless from any liability re-
sulting from withholding the final
payment. The contracting officer will
authorize final payment upon agree-
ment between the contractor and
surety or upon a judicial determina-
tion of the rights of the parties.

(c) For any withholding incident to
the labor standards provisions of the
contract, see part 22,

Subpart 28.2—Sureties

28.200 Scope of subpart.

This subpart prescribes procedures
for the use of sureties to protect the
Government from financial losses.

28.201 Requirements for sureties.

(a) Agencies shall obtain adequate
security for bonds (including coinsur-
ance and reinsurance agreements) re-
quired or used with a contract for sup-
plies or services (including construc-
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tion). Acceptable forms of security in-
clude (1) corporate or individual sure-
ties or (2) any of the types of security
authorized in lieu of sureties by
28.204.

(b) Solicitations shall not preclude
offerors from using the types of surety
or security permitted by this subpart,
unless prohibited by law or regulation.

(48 FR 42286, Sept. 19, 1983, as amended at
55 FR 25530, June 21, 1990]

28.202 Acceptability of corporate sureties.

(a)(1) Corporate sureties offered for
bonds furnished with contracts per-
formed in the United States, its pos-
sessions, or Puerto Rico must appear
on the list contained in the Depart-
ment of the Treasury Circular 570,
“Companies Holding Certificates of
Authority as Acceptable Sureties on
Federal Bonds and Acceptable Rein-
suring Companies.”

(2) The penal amount of the bond
should not exceed the surety’'s under-
writing limit stated in the Department
of the Treasury circular. If the penal
amount exceeds the underwriting
limit, the bond will be acceptable only
if <¢i) the amount which exceeds the
specified limit is coinsured or rein-
sured and (ii) the amount of coinsur-
ance or reinsurance does not exceed

calendar days after the execution of
the bond. The contractor shall use
Standard Form 273, Reinsurance
Agreement for a Miller Act Perform-
ance Bond, and Standard Form 274,
Reinsurance Agreement for a Miller
Act Payment Bond, when reinsurance
is furnished with Miller Act bonds.
Standard Form 275, Reinsurance
Agreement in Favor of the United
States, is used when reinsurance is fur-
nished with bonds for other purposes.

(b) For contracts performed in a for-
eign country, sureties not appearing
on Treasury Department Circular 570
are acceptable if the contracting offi-
cer determines that it is impracticable
for the contractor to use Treasury
listed sureties.

(¢) The Department of the Treasury
issues supplements to Circular 570, no-
tifying all Federal agencies of (1) new
approved corporate surety companies
and (2) the termination of the author-
ity of any specific corporate surety to
qualify as a surety on Federal bonds.
Upon receipt of notification of termi-
nation of a company’'s authority to
qualify as a surety on Federal bonds,
the contracting officer shall review
the outstanding contracts and take
action necessary to prgtect the Gov-
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(b) An individual surety must exe-
cute the bond, and the unencumbered
value of the assets (exclusive of all
outstanding pledges for other bond ob-
ligations) pledged by the individual
* surety, must equal or exceed the penal
amount of each bond. The individual
surety shall execute the Standard
Form 28 and provide a security inter-
est in accordance with 28.203-1. One
individual surety is adequate support
for a bond, provided the unencum.
bered value of the assets pledged by
that individual surety equal or exceed
the amount of the bond. An offeror
may submit up to three individual
sureties for each bond, in which case
the pledged assets, when combined,
must equal or exceed the penal
amount of the bond. Each individual
surety must accept both joint and sev-
eral liability to the extent of the penal
amount of the bond.

(¢) If the contracting officer deter-
mines that no individual surety in sup-
port of a bid guarantee is acceptable,
the offeror utilizing the individual
surety shall be rejected as nonrespon-
sible, except as provided in 28.101-4. A
finding of nonresponsibility based on
unacceptability of an individual
surety, need not be referred to the
Small Business Administration for a
competency review. (See 19.602-
1(aX2Xi) and 61 Comp. Gen. 456
(1982).)

(d) A contractor submitting an unac-
ceptable individual surety in satisfac-
tion of a performance or payment
bond requirement may be permitted a
reasonable time, as determined by the
contracting officer, to substitute an ac-
ceptable surety for a surety previously
determined to be unacceptable.

(e) When evaluating individual sure-
ties, contracting officers may obtain
assistance from the office identified in
28.202(d).

(1) Contracting officers shall obtain
the opinion of legal counsel as to the
adequacy of the documents pledging
the assets prior to accepting the bid
guarantee and payment and perform-
ance bonds.

(g) Evidence of possible criminal or
fraudulent activities by an individual
surety shall be referred to the appro-
priate agency official in accordance
with agency procedures.

48 CFR Ch. 1 (10-1-92 Edition)
(54 FR 48986, Nov. 28, 1989)

28.203-1 Security interests by an individ-
ual surety.

(a) An individual surety may be ac-
cepted only if a security interest in
assets acceptable under 28.203-2 is
provided to the Government by the in-
dividual surety. The security interest
shall be furnished with the bond.

(b) The value at which the contract-
ing officer accepts the assets pledged
must be equal to or greater than the
aggregate penal amounts of the bonds
required by the solicitation and may
be provided by one or a combination
of the following methods:

(1) An escrow account with a feder-
ally insured financial institution in the
name of the contracting agency. (See
28.203-2(bX2) with respect to Govern-
ment securities in book entry form.)
Acceptable securities for deposit in
escrow are discussed in 28.203-2. While
the offeror is responsible for establish-
ing the escrow account, the terms and
conditions must be acceptable to the
contracting officer. At a minimum, the
escrow account shall provide for the
following:

(1) The account must provide the
contracting officer the sole and unre-
stricted right to draw upon all or any
part of the funds deposited in the ac-
count. A written demand for with-
drawal shall be sent to the financial
institution by the contracting officer,
after obtaining the concurrence of
legal counsel, with a copy to the of-
feror/contractor and to the surety.
Within the time period specified in
the demand, the financial institution
would pay the Government the
amount demanded up to the amount
on deposit. If any diapute should arise
between the Government and the of-
feror/contractor, the surety, or the
subcontractors or suppliers with re-
spect to the offer or contract, the fi-
nancial institution would be required,
unless precluded by order of a court of
competent jurisdiction, to disburse
monies to the Government as directed
by the contracting officer.

(ii) The financial institution would
be authorised to release to the individ-
ual surety all or part of the balance of
the escrow account, including any ac-
crued interest, upon receipt of written
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authorization from the contracting of-
ficer.

(iii) The Government would not be
responsible for any costs attributable
to the establishment, maintenance, ad-
ministration, or any other aspect of
the account.

(iv) The financial institution would
not be liable or responsible for the in-
terpretation of any provisions or terms
and conditions of the solicitation or
contract.

(v) The financial institution would
provide periodic account statements to
the contracting officer.

(vi) The terms of the escrow account
could not be amended without the
consent of the contracting officer.

(2) A lien on real property, subject
to the restrictions in 28.203-2 and
28.203-3.

{54 FR 48986, Nov. 28, 1989]

28.203-2 Acceptability of assets.

(a) The Government will accept only
cash, readily marketable assets, or ir-
revocable letters of credit from a fed-
erally insured financial institution
from individual sureties to satisfy the
underlying bond obligations.

(b) Acceptable assets include—

(1) Cash, or certificates of deposit, or
other cash equivalents with a federally
insured financial institution;

(2) United States Government secu-
rities at market value. (An escrow ac-
count is not required if an individual
surety offers Government securities
held in book entry form at a deposito-
ry institution. In lieu thereof, the indi-
vidual shall provide evidence that the
depository institution has (i) placed a
notation against the individual’'s book
entry account indicating that the secu-
rity has been pledged in favor of the
respective agency; (ii) agreed to notify
the agency prior to maturity of the se-
curity; and (iil) agreed to hold-the pro-
ceeds of the security subject to the
pledge in favor of the agency until a
substitution of securities is made or
the security interest is formally re-
leased by the agency);

(3) Stocks and bonds actively traded
on a national U.S. security exchange
with certificates issued in the name of
the individual surety. National securi-
ty exchanges are—(i) the New York
Stock Exchange; (ii) the American

28.203-2

Stock Exchange; (iii) the Boston Stock
Exchange; (iv) the Cincinnati Stock
Exchange; (v) the Midwest Stock EXx-
change; (vi) the Philadelphia Stock
Exchange; (vii) the Pacific Stock Ex-
change; and (viii) the Spokane Stock
Exchange. These assets will be accept-
ed at 90 percent of their 52-week low,
as reflected at the time of submission
of the bond. Stock options and stocks
on the over-the-counter (OTC) market
or NASDQ Exchanges will not be ac-
cepted, Assistance in evaluating the
acceptability of securities may be ob-
tained from the Securities and Ex-
change Commission, Division of En-
forcement, 450 Fifth Street NW.,
Washington, DC 20549.

(4) Real property owned in fee
simple by the surety without any form
of concurrent ownership, except as
provided in subdivision (cX3)ili) of
this subsection, and located within the
50 United States, its territories, or pos- -
seasions. These assets will be accepted
at 100 percent of the most current tax
assessment value (exclusive of encum-
brances) or 78 percent of the proper-
ties’ unencumbered market value pro-
vided a current appraisal is furnished
(see 28.203-3).

(8) Irrevocable letters of credit (ILC)
issued by a federally insured financial
institution in the name of the con-
tracting agency and which identify the
agency and solicitation or contract
number for which the ILC is provided.

(¢) Unacceptable assets include but
are not limited to—

(1) Notes or accounts receivable;

(2) Foreign securities;

(3) Real property as follows:

(i) Real property located outside the
United States, its territories, or posses-
sions.

(ii) Real property which is a princi-
pal residence of the surety.

(1i1) Real property owned concur-
rently regardless of the form of co-ten-
ancy (including joint tenancy, tenancy
by the entirety, and tenancy In
common) except where all co-tenants
agree to act jointly.

(iv) Life estates, leasehold estates, or
future interests in real property.

(4) Personal property other than
that listed in paragraph (b) of this
subsection (e.g.. Jewelry, furs, an-
tiques);
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28.203-4 Substitution of assets.

An individual surety may request
the Government to accept a substitute
asset for that currently pledged by
submitting a written request to the re-
sponsible contracting officer. The con-
tracting officer may agree to the sub-
stitution of assets upon determining,
after consultation with legal counsel,
that the substitute assets to be
pledged are adequate to protect the
outstanding bond or guarantee obiliga-
tions. If acceptable, the substitute
assets shall be pledged as provided for
in subpart 28.2.

{54 FR 48988, Nov. 28, 1989)

28.203-5 Release of lien.
(a) After consultation with legal

counsel, the contracting officer shall

release the security interest on the in-
dividual surety’s assets using the Op-
tional Form 90, Release of Lien on
Real Property, or Optional Form 91,
Release of Personal Property from
Escrow, or a similar release as soon as
possible consistent with the conditions
in subparagraphs (a) (1) and (2) of this
subsection. A surety’s assets pledged in

support of a payment bond may be re-

leased to a subcontractor or supplier
upon Government receipt of a Federal
district court judgment, or a sworn
statement by the subcontractor or
supplier that the claim is correct along
with a notarized authorization of the
release by the surety stating that it
approves of such release.

(1) Contracts subject to the Miller
Act. The security interest shall be
maintained for the later of (i) 1 year
following final payment, (ii) until com-
pletion of any warranty period (appli-
cable only to performance bonds), or
(iii) pending resolution of all claims
filed against the payment bond during
the l-year period following final pay-
ment.

(2) Contracts not subject to the
Miller Act. The security interest shall
be maintained for 90 days following
final payment or until completion of
any warranty period (applicable only
to performance bonds), whichever is
later.

(b) Upon written request, the con-
tracting officer may release the securi-
ty interest on the individual surety’'s

28.203-7

asgets in support of a bid guarantee
based upon evidence that the offer
supported by the individual surety will
not result in contract award.

(c) Upon written request by the indi-
vidual surety, the contracting officer
may release a portion of the security
interest on the individual surety’s
assets based upon substantial perform-
ance of the contractor’s obligations
under its performance bond. Release
of the security interest in support of a
payment bond must comply with the
subparagraphs (a) (1) and (2) of this
subsection. In making this determina-
tion, the contracting officer will give
consideration as to whether the unre-
leased portion of the lien is sufficient
to cover the remaining contract obliga-
tions, including payments to subcon-
tractors and other potential liabilities.
The individual surety shall, as a condi-
tion of the partial release, furnish an
affidavit agreeing that the release of
such assets does not relieve the indi-
vidual surety of its obligations under
the bond(s).

[34 FR 48988, Nov. 28, 1989)

28.203-6 Contract clause.

Insert the clause at 52.228-11 in so-
licitations and contracts which require
the submission of bid guarantees, per-
formance, or payment bonds.

(34 FR 48988, Nov. 28, 1888]

28.203-7 Exclusion of individual sureties.

(a) An individual may be excluded
from acting as a surety on bonds sub-
mitted by offerors on procurement by
the executive branch of the Federal
Government, by the acquiring agen-
cy's head or designee utilizing the pro-
cedures in subpart 9.4. The exclusion
shall be for the purpose of protecting
the Government.

(b) An individual may be excluded
for any of the following causes:

(1) Failure to fulfill the obligations
under any bond.

(2) Failure to disclose all bond obli-
gations.

(3) Misrepresentation of the value of
available assets or outstanding liabil-
ities.

(4) Any false or misleading state-
ment, signature or representation on a
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bond or affidavit of individual surety-
ship.

(5) Any other cause affecting re-
sponsibility as a surety of such serious
and compelling nature as may be de-
termined to warrant exclusion.

(¢) An individual surety excluded
pursuant to this subsection shall be in-
cluded on the list entitled Parties Ex-
cluded from Procurement Programs.
(See 9.404.)

(d) Contracting officers shall not
accept the bonds of individual sureties
whose names appear on the list enti-
tled Parties Excluded from Procure-
ment Programs (see 9.404) unleas the
acquiring agency’s head or a designee
states in writing the compelling rea-
sons justifying acceptance.

(e) An exclusion of an individual
surety under this subsection will also
preclude such party from acting as a
gont.ractor in accordance with subpart

4.

(54 FR 48988, Nov. 28, 1989)

28.204 Options in lieu of sureties.

The contractor may deposit any of
the types of security listed in this sec-
tion instead of furnishing corporate or
individual sureties on performance
and payment bonds. When any of
those types of security are deposited, a
Statement shall be incorporated in the
bond form pledging the security. The
contractor shall execute the bond
forms as the principal. Agencies shall
establish safeguards to protect against
loss of the security and shall return
the security or its equivalent to the
contractor when the bond obligation
has ceased.

[48 FR 42286, Sept. 19, 1983. Redesignated
at 54 FR 48086, Nov. 28, 1989)

28.204-1 United States bonds or notes.

Any person required to furnish a
bond to the Government has the
option, instead of furnishing a surety
or sureties on the bond, of depositing
certain United States bonds or notes
in an amount equal at their par value
to the penal sum of the bond (the Act
of February 24, 1919 (31 U.S.C. 9303)
and Treasury Department Circular
No. 154 dated July 1, 1978 (31 CFR
part 225)). In addition, a duly execut-
ed power of attorney and agreement

48 CFR Ch. 1 (10-1-92 Edition)

authorizing the collection or sale of
such United States bonds or notes in
the event of default of the principal
on the bond shall accompany the de-
posited bonds or notes. The contract-
ing officer may (a) turn securities over
to the finance or other authorized
agency official, or (b) deposit them
with the Treasurer of the United
States, & Federal Reserve Bank (or
branch with requisite facilities), or
other depository designated for that
purpose by the Becretary of the Treas-
ury, under procedures prescribed by
the agency concerned and Treasury
Department Circular No. 154 (excep-
tion: The contracting officer shall de-
posit all bonds and notes received in
the District of Columbia with the
Treasurer of the United States).

(48 FR 43288, Sept. 19, 1983. Redesignated
and amended at 54 FR 48986, 48989, Nov. 28,
1989]

28.204-2 Certified or cashiers checks,
bank drafts, money orders, or curren-
cy.

Any person required to furnish a
bond has an option to furnish a certi-
fied or cashier’'s check, bank draft,
Post Office money order, or currency,
in an amount equal to the penal sum
of the bond, instead of furnishing
surety or sureties on the bonds. Those
furnishing checks, drafts, or money
orders shall draw them to the order of
the appropriate Federal agency.

(48 FR 42280, Sept. 19, 1983. Redesignated
at 54 FR 48986, Nov. 28, 1989)

Subpert 28.3—Iinsurance

28.301 Policy.

Contractors shall be required to
carry insurance under the following
circumstances:

(a) (1) The Government requires any
contractor subject to Cost Accounting
Standard (CAS) 416 (4 CFR part 416)
to obtain insurance, by purchase or
self-coverage, for the perils to which
the contractor is exposed, except when
(1) the Government, by providing in
the contract in accordance with law,
agrees to indemnify the contractor
under specified circumstances or (if)
the contract specifically relieves the
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